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The Venezuelan Congress has granted President Rafael Caldera the authority to push through
urgent reforms legislators say will restore confidence in the economy. In the midst of the crisis,
the Standard and Poor's rating agency lowered its outlook for Venezuela from stable to negative,
amid persistent rumors of an imminent devaluation and concern about the December presidential
elections. Nondiscretionary spending on debt service, social security, and other transfers consumes
three-quarters of Venezuela's revenues, nearly half of which are oil-related. This combination
makes public finances chronically unstable, and will drive the central government deficit to about
4% of GDP this year. "In my 30 years in Latin America, this is the first time I've seen a country go
from a boom to a total stop with no break in between," said Donald McBride, chief executive of
domestic appliance manufacturer and distributor Madosa. The price of oil has dropped by a third in
recent months.
As part of a global effort to boost oil prices, Venezuela slashed production by more than 15%. The
state oil company's investment budget was halved, and nearly two-thirds of the country's wells
shut down, bringing thousands of layoffs. Battered by the collapse in oil prices, the central bank
hiked interest rates to defend the bolivar, pushing bank lending rates to more than 70% and leaving
the economy teetering. "Right now, interest rates are cutting off the lifeblood of companies and
consumers," said Neil Malloy, finance director of steel company Sivensa. "The economy will remain
in a slump for the next 18 months regardless of what happens in the elections, and companies are
preparing for that." Fear of devaluation brings currency selloff During the last week in August,
Venezuelans went on a massive dollar-buying spree fearing the government might devalue the
overvalued bolivar.
On Aug. 28, buyers bought US$85 million at the banks. And, between Aug. 24 and Aug. 31, US
$384 million dollars left the country. Most analysts agree that the currency has been overvalued by
as much as 40%. That, along with government interference in monetary policy and irresponsible
spending dependent on oil revenues, have fueled the crisis. Analysts said foreign investors also
appeared to be abandoning Venezuela, which before this year was considered an attractive
investment site.
S&P outlook changed to negative
On Aug. 31, Standard & Poor's announced it would maintain its B+ long-term and B short-term
currency ratings for Venezuela, but revised its outlook from stable to negative. S&P said its outlook
reflects increased risks to macroeconomic stability resulting from a difficult global environment and
increasing uneasiness as elections draw near. It said failure to implement structural reforms two
years ago increased susceptibility to oil-price fluctuations and other shocks.
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The outlook also considers Venezuela's still adequate reserves. Although declining at a rate of about
US$1 billion per month, mainly reflecting capital flight, reserves still cover an estimated 150% of
the 1998 financing gap (short-term debt plus long-term amortization payments plus the current
account deficit). However, continued economic deterioration could lead to a downgrade in coming
months, S&P said. Venezuela's private sector is bracing for a major recession. Government officials
say the economy, which expanded 5.1% last year, is set to contract by 0.6% this year. Many private
forecasters believe it will be worse, predicting a drop of 1% to 1.5% for this year reversing the 6.3%
growth in the first quarter and the slower growth of the second quarter.
COPEI leader Augustin Berrios said the country is on the brink of "a financial and exchange-rate
disaster" because of the massive capital flight and because of the ineptitude of the government in
responding to the severe economic crisis. "The country is coming unraveled," said Berrios. Oswald
Alvarez Paz, another COPEI member, agreed, saying they are on the verge of an economic collapse
at the same time the country is gripped by political uncertainty because of upcoming presidential
elections.
Congress gives president special powers
Rushing to act before the close of Congress, the Senate passed the measure giving Caldera special
powers on Sept. 3, after only one reading instead of the normal two. The Chamber of Deputies
had approved the bill in a second reading the day before. Caldera will be able to implement a
long-delayed macroeconomic stabilization fund and the debt-refinancing law under which the
government could issue up to US$1.4 billion in bonds to meet debt payments and close the fiscal
deficit.
The legislation also covers customs reform and severance pay for laid-off workers. The stabilization
law, aimed at reducing Venezuelan economic volatility, also allows for a fund to store windfall oil
revenues, which can be used when oil prices fall. Before passing the measure, lawmakers removed
earlier proposals covering a value-added tax and rules governing the electricity sector. It also
dropped a social-security reform that would have moved Venezuela's pensions system to a Chilean
model. Congress gave Caldera similar powers in April 1994. Caldera again faces a complicated
economic crisis, with a large fiscal deficit aggravated by the drop in oil prices. The opposition says
the special powers "gives a blank check" to a government that has ruined the country.
Presidential race adds to concerns
The economic crisis has increased public opposition to market-oriented policies and dimmed
prospects for stringent reforms despite Caldera's increased powers. Some analysts blame leading
presidential candidate Hugo Chavez for the lack of foreign-investor confidence and the panic in
the country. Chavez has raised the specter of protectionist barriers to foreign trade, hinted at a one-
or two-year moratorium on debt payments, and pledged to review state concessions to foreign oil
companies. He has called for a end to privatization of state assets, at least until the country can
guarantee that the revenues go to the national treasury rather than the personal accounts of corrupt
officials in Miami (see NotiSur, 08/07/98).
For his opponents, the stock market drop, high interests rates, the massive purchase of dollars, and
devaluation fears are all caused by fear that Chavez will win the elections. Effects on poor Support
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for Chavez is fueled by the conviction of many Venezuelans that oil wealth should guarantee decent
salaries, government services, job protection, and retirement benefits. With 80% of the population
living in poverty, opposition is growing to what is widely described as "savage capitalism." The
economic crisis has dramatically reduced consumption of basic foods.
A recent study by the firm Datanalisis showed basic-foods consumption dropped 4.2% by mid-year.
The study showed that the dramatic reduction is evidence of the continued deterioration of buying
power of Venezuelans. Luis Vicente Leon, director of Datanalisis, said the cost of the basic basket of
consumer goods in Venezuela is about US$305 a month, while the minimum salary is about US$171.
Meanwhile, officials seem determined to avoid a devaluation until after the election as the resulting
inflation spiral would benefit the Chavez campaign. But time is running out. "At some point, the
social cost of a recession is going to outweigh the benefits of keeping inflation low," said Santander
Investment analyst Boris Molina. [Sources: El Nuevo Herald (Miami), 08/27/98, 08/28/98; Agence
France-Presse, PRNewswire, 08/31/98; Spanish news service EFE, 08/27/98, 08/29/98, 08/31/98,
09/01/98; Notimex, 08/24/98, 08/30- 09/02/98; CNN, The New York Times, 09/02/98; Reuters, 08/28/98,
09/02/98, 09/03/98]
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